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DO NOT' PUBLI SH

UNI TED STATES BANKRUPTCY COURT
NCORTHERN DI STRI CT OF CALI FORNI A

In re: Bankruptcy Case
No. 99- 3-3580-TC

ASPEN WEST TORRANCE HOSPI TAL, | NC., Chapter 11

a Del aware corporation,

Debt or .

In re: Bankruptcy Case
No. 99-3-3581-TC

ASPEN HEALTHCARE, | NC., Chapter 11

a Del aware corporation,
[ CASES JO NTLY ADM NI STERED]
Debt or .

VEMORANDUM RE MOTI ON TO VACATE APPO NTMENT OF COUNSEL
FOR DEBTORS AND DI RECT COUNSEL TO DI SGORGE FEES

The court held a hearing on February 14, 2000 regarding the
notion of the United States Trustee to renove Arter & Hadden as
counsel for the Debtors in possession and to require themto
di sgorge all fees received for these chapter 11 cases. Stephen L.
Johnson appeared for the United States Trustee. M chael S. Kogan
appeared for Arter & Hadden. Upon due consideration, and for the
reasons stated below, | determ ne the notion to disgorge should be

gr ant ed.
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FACTS

Aspen Heal thcare, Inc. (Aspen) and Aspen West Torrance
Hospital (Wst Torrance) each filed chapter 11 petitions on
Novenber 5, 1999. The Debtors are both in the business of
residential health care and are closely related. Wst Torrance
is the parent of a non-debtor corporation that operates a nursing
home in Southern California. Aspen owns all the stock of West
Torrance. Arter & Hadden (A&H) was appointed to act as counsel
for the debtor in possession in each case.

A&H di scl osed the followng information in the application
for enploynent that it filed in each of these chapter 11 cases:
(1) the anobunt of the retainer it received for the bankruptcy case;
(2) that it had represented the Debtor in general business matters
prior to its enploynent in the bankruptcy case; and (3) that it
wai ved all prepetition clainms against the Debtor. A&H did not
di scl ose that shortly before the petition date it had received the
foll ow ng paynents from Aspen for |egal services unrelated to the

bankr uptcy cases.

Days Before
Anmount Dat e Petition
$ 41, 236 June 23, 1999 135
$ 42,321 August 17, 1999 81
$ 25,000 Sept enber 20, 1990 46
$ 12, 000 Cct ober 12, 1999 24
$ 9,025 Cctober 12, 1999 24

Two of these prepetition paynents to A&H were di sclosed in Aspen’s

statement of financial affairs. Question #3 asks the debtor to
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list all

petition date.

i ncluded the follow ng information.

paynments to creditors nade within 90 days before the

The answer to this question in the Aspen case

Vendor Doc. Nunber Doc. Date Post Date Ant Paid Oone
ARTHADD 6717 06/ 23/ 1999 06/ 23/ 1999 $41, 235. 79
ARTHADD 7161 08/ 17/ 1999 08/ 17/ 1999 $42,327. 31
$83, 563. 10 | $42, 387.61
DI SCUSSI ON

The Bankruptcy Code and the Federal Rul es of Bankruptcy

Procedure create numerous safeguards to ensure that attorneys who

represent a debtor in possession act in the best interests of the

estate. Section 327(a) of the Code provides that an attorney who

represents the estate nust be disinterested and may not hold or
represent an interest that is adverse to the estate.

Rul e 2014(a)

Bankr upt cy

requires that an attorney applying to represent the

estate nust disclose inter alia all “connections with the debtor.”

The Ninth Circuit has interpreted these requirenments strictly.

The court stated “All facts that nay be pertinent to a court’s

determ nation of whether an attorney is disinterested or holds an

adverse interest to the estate nust be disclosed.” In re Park

63 F.3d 877, 882 (9th Cir.

Hel ena Corp., 1995) (enphasi s in

original)(citation omtted). The court also stated that the

di scl osure of such facts nmust be “conplete,” “candid,” “direct and
conprehensive,” and “lay bare all dealings.” 1d. at 881. “Coy, or
i nconpl ete di scl osures are not sufficient.” 1d. (Gtation

MEMORANDUM RE MOTI ON TO VACATE APPO NT-
MENT OF COUNSEL FOR DEBTORS AND
DI RECT COUNSEL TO DI SGORGE FEES -3-




© 0O N O 0o b~ W N B

N N N NN NN NN R R R R R R R R R R
oo N o oo M WO N P O O 0O N OO0 MM ODN - O

omtted). Moreover, “[n]egligent or inadvertent om ssions ’'do not
vitiate the failure to disclose’.” [d. (Ctation omtted).

At m nimum A&H should have disclosed in its applications for
enpl oynment the paynents it received from Aspen within 90 days
before the petition date. Such paynents may be preferences that
could be recovered by the estate. 11 U S.C. 8 547. Having
recei ved such paynents, A&H holds an interest (retaining the
paynments) that is adverse to the interest of the estate (recovering
t hose paynents). Al though such paynments woul d not be recoverable
if made in the ordinary course of business, 11 U S.C. 8547(c)(2),
A&H s response to the notion does not establish that this defense
is applicable. Mreover, whether or not the defense is avail able,
the paynents were facts “pertinent to a court’s determ nation of

whet her an attorney is disinterested.” Park Helena, 63 F.3d at 882

(citation omtted).

A&H argues that it made adequate discl osure because at | east
one of the paynents was listed in Aspen’s statenent of financial
affairs. This argunent is unpersuasive. Rule 2014(a) requires
that all pertinent facts be disclosed in the application for
enpl oynent. The bankruptcy court should not be required to sift
t hrough the schedul es and statenent of financial affairs to find
facts regarding potential adverse interests. Disclosure through
the statenment of financial affairs is not the candid, direct, and

conprehensi ve di sclosure that Park Hel ena requires.

A&H al so argues that the failure to disclose the paynents
was i nadvertent and does not warrant disgorgenment of fees. This

argunment i s al so unpersuasive. Park Helena does not bar

MEMORANDUM RE MOTI ON TO VACATE APPO NT-
MENT OF COUNSEL FOR DEBTORS AND
DI RECT COUNSEL TO DI SGORGE FEES -4-




© 0O N O 0o b~ W N B

N N N NN NN NN R R R R R R R R R R
oo N o oo M WO N P O O 0O N OO0 MM ODN - O

di sgorgenent even if the failure to disclose is nerely negligent

or inadvertent. Park Helena, 63 F.3d at 882. Mre inportant, |

find that the AGH wllfully failed to disclose the paynents in
guestion. In so finding, |I rely upon the follow ng subsidiary
findings of fact. First, A&H represented in its application for
enpl oynment that it has "“vast experience in insolvency and
reorgani zati on cases.” Second, published decisions nmake cl ear that
applicants shoul d disclose potentially preferential paynents. See

In re Flying E Ranch Co., 81 B.R 633, 635 (Bankr. D. Colo. 1988).

Third, the anobunt of the paynents was substantial ($88,352 within
90 days of the petition). Fourth, A&H addressed the issue of prior
| egal services in a way that appears intended to convince the court
that it had addressed the rel evant issues and that no probl ens
existed. A&H stated that it had previously perfornmed | egal
services for the Debtors and that it had waived all prepetition
clainms for such services. This statenent gives the inpression
t hat A&H had not received paynent on its prepetition clains shortly
before the bankruptcy filings. Taken together, the fact that the
A&H application addressed prepetition work, that its statenents
regardi ng such work create the inpression that A&H had not recently
recei ved paynents for such work, and that A&H clearly knew that the
paynments were relevant to their eligibility for appointnment |eave
me firmy convinced that A&H deliberately chose not to disclose
t hose paynents candidly, directly, and conprehensively.

| determ ne that A&H should be required to disgorge all fees
received for work in both bankruptcy cases. Although all the

prepetition paynments in question were paid by Aspen, it is appro-
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priate to inpose the sanme renedy in the West Torrance case. The
two cases are closely interrelated. Wst Torrance is a wholly
owned subsidiary of Aspen. The applications for enploynent state
that the cases should be substantively consolidated. The retainer
for the West Torrance case was paid by Aspen. Most inportant,
A&H s | ack of candor suggests that it should not represent either
est ate.
CONCLUSI ON

A&H shal |l by March 15, 2000 turnover to the chapter 11 trustee
appointed in the Aspen case the entire anount of the retainers
recei ved, and any ot her paynents received for services in the Aspen

and West Torrance chapter 11 cases.?

Dat ed:

Thomas E. Carl son
Uni ted States Bankruptcy Judge

Y This decision does not address whether the prepetition
paynments A&H received for work unrelated to these bankruptcy cases
are preferences that can be recovered by the estate. It is not
necessary to renove A&H as counsel for the Debtors in possession,
because the court has ordered the appointnent of a chapter 11
trustee in each of these cases.
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